significantly affect retention decisions.1 Indeed,
many policymakers prefer improvements in these
factors over adjustments in pay as a means of
bolstering recruiting and retention. But to an
economist, the important question is what mix of
pay and nonpecuniary enhancements will provide
the desired force at least cost.

The third characteristic of the economic ap-
proach recognizes that people have different pref-
erences for various consumer goods and services.
This diversity implies that the compensation system
should rely primarily on cash incentives. They will
be more efficient than noncash incentives, unless
most personnel value the latter at least at the cost
of supplying them or unless the government has a
true cost advantage over the private sector in sup-
plying the noncash incentive, as it does, for exam-
ple, in providing medical care for dependents.
(Since the government already maintains a large
medical system for contingency purposes, it can
offer some medical services for dependents at low
cost.) The issue of diversity of preferences leads
economists to question the efficiency of many ele-
ments of the military compensation system, which
relies heavily on noncash benefits.4

The fourth characteristic, which is perhaps most
fundamental to the economic approach to military
compensation issues, is that personnel prefer cur-
rent dollars to future dollars. Two recent studies
show that this preference for current dollars is
greatest among young personnel. One study clone
by Harry J, Oilman for the Center for Naval
Analyses and another by James Heckman estimate
that young personnel have yearly discount rates
exceeding 15 percent. In other words, they would
prefer $1 of compensation today to any amount
less than $1.15 next year. This proposition guides
economists' thinking about a number of compen-
sation issues, particularly the structure of the
bonus and retirement systems. Its influence and
that of the other three primary characteristics will
be evident in the discussion of specific compensa-

1 See Winston K. Chow and Michael J, Policti, "Models of
(fie First-Term Retention Decision," and John T. Warner and
Matthew S. Goldberg, "The Influence of Non-Pecuniary Fac-
torson Labor Supply" and "The Determinants ofNavyFirsi-
Tenn Retention Behavior in the A VF Era,"

4 See the Final Report of the President's Commission on
Military Compensation, pp, IOI-UQ.

tion issues that follows.

By law, military pay is to be adjusted yearly,
along with the pay of federal general-schedule
employees, based on the results of the Profes-
sional, Administrative, Technical, and Clerical
Survey. Although the intent of this process is to
maintain a stable level of military pay relative to
civilian pay, in practice the adjustment process has
not worked. Faced with mounting budget deficits
in the latter half of the 1970s, Congress frequently
capped the federal pay raises below the level
targeted by the survey. As a result, federal civilian
and military wages increased less than was needed
to maintain comparability with the private sector.
Military pay fell further relative to civilian pay for
other reasons as well, including reallocations from
basic pay to allowances, a substantial reduction in
first-term reenlistment bonuses, erosion of the
value of fixed compensation items, and elimination
of the GI Bill.

The substantial decline in military accession sup-
ply and career retention that occurred between
1976 and 1979 was no doubt due in part to these
changes. By contrast, the sizable increase in acces-
sion supply and career retention between 1980 and
1982 was due in part to the fact that Congress
suspended the link between federal civilian and
military raises. Instead, it voted the military two
significantly larger increases aimed at restoring the
relative pay level that existed in the mid-1970s.

Moreover, as was noted at the Center for Naval
Analyses Manpower Conference in June 1982, not
all pay caps were the fault of Congress. Before
1980, DoD and the services had very little capabil-
ity to forecast how force structures were likely to
evolve under alternative pay scenarios; as a result,
they were not able to articulate what impact pay
caps and other pay reductions would have. Fortu-
nately, several recently developed models have
significantly enhanced the ability to project such
impacts.1

But even improved forecasting tools will not
obviate the need to reduce political influence over
the military pay adjustment process if we are to
avoid the large fluctuations in recruiting and reten-
tion that occurred during the early part of the all-

* See Glen Gotz and John McCall, "Estimating Military
Personnel Retention Rales," and John T. Warner, "Alter-
native Military Retirement Systems."
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